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Our concern in the present chapter is the arrangement and interpretation of
" balance-of-payments information' for purposes of economic analysis and
policy assessment. Balance-of-payments accounting is illustrated briefly in
the appendix to this chapter. Those interested in greater detail, espccmlly on
matters related to accountmg, are adv1sed to consult specialized sources.”

|

Baldnce—oféPayrhents :Concepts:

It is appropriate to begm by a definition: the balance of payments is a summary
statement of all economic transactions between the residents of one country and
the rest of the world, covering some given period of time.

Like many definitions, this one requires clarification, especially with respect
to the coverage and valuation of economic transactions and the criteria for
determining residency. The coverage of economic transactions refers to both
commercial trade dealings and noncommercial transfers, which may or may
not be effected through the foreign exchange markets and which may not be
satisfactorily recorded because of inadequacies in the system of data collec-
tion. Particularly difficult questions of valuation are ‘posed by noncommercial
transactions and by transactions that take place between domestic and
foreign-based units of individual corporations. The determination of residency
should ordinarily not be difficult, but even here questions may arise concern-
ing the treatment of overseas military forces and ' embassies, corporate
subsidiaries, and international organizations.?

1. See, for example, International Monetary Fund (1961) and Powelson (1955, Chaps.
21-22).

2. For some illustrations and further dlscussxon of these matters of coverage, valuation,
and residency with respect to the United States balance-of-payments accounts, see the
Bernstein Report, Review Committee for Balance of Payments StatlSthS (1965, pp. 23-97)
and Cooper (1966, pp. 380-83).
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Fransactrons are recorded in prmcrple on a double-entry bookkeeping
is. Each transaction entered in the accounts as a credit must have a
respondmg debit and vice versa. The distributions commonly made in
ssifying the varrous accounts can be seen from the schematic balance of
rments: represented in Table 1.1 and from the illustrative transactions
orded in the appendix to this:chapter. There are many possible inter-
LthHShlpS among the various items shown in Table 1.1 that arise from the
aplexities of the market and nonmarket transactions typically recorded
an mdrvrdual natron Thus, the receipts and payments arising from
chandlse and serv1ce exports and imports shown in the current account
y have thexr counterpart debits or credits recorded in one or more of the
\aining’ accounts, The balance of payments must accordingly be looked
is a whole rather than in terms of its individual parts.
t follows from double-entry bookkeeping that the. balance of payments
st always balance total debits equal total credits. When we speak therefore
! posmve or’ negatrve balance or a surplus or deficit, we evidently have in
«d some| partrcular igroup or classification of accounts. For example, a
itive balance of trade refers to an excess of merchandise exports over
chandrse 1mports (1tem 1) and vice versa for a negative balance of trade.
ilarly, a current«account surplus or deficit refers to the difference between
ipts and payments commg from exports and imports of merchandise and
rices (1tems 1-5).. As such it represents the net contribution of foreign
le to national i mcome and expenditure. The balances on current account
on unrlateral transfers are frequently added together.* This balance of
18 1- constltutes a measure of net foreign investment.’
he nation’ s long—term forelgn mvestments which are assumed to have a
urity in excess of ‘one year, are recorded in item 8. These consist generally
:llrect 1nvestment rn tanglble physrcal assets of business firms and of
tfoho mVestment in: securrtres of v‘arrous kinds. Item 8 may also include
ate short—term capltal movements w1th maturity of less than one year,
ch represents changes in forergn- or domestrc—currency working balances
nded to; facrlltate the financing of regular commercial transactions or to
: advantage of mternatronal drfferences in interest rates. There is some
troversy, however,‘as to whether prrvate short-term capital movements
uld be recorded in lehole or in part iin item 9 rather than in item 8. The
iment for recordrng]these movements in item 9 is that they may in large
. be transrtory in nature, and further that they cannot be distinguished
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For some examples,r see nllustratlve transactxons (1)~(8) in the appendrx to this
iter. [ l t Pl | ‘ ; !

As noted below the balance on current account and unilateral transfers is labeled
e balance on current account” in the official U.S. balance-of-payments tables.

No_te further, as in’ rllustratrve transaction (15) in the appendix to this chapter, that
‘eceipt of ithe allocation of Special Drawing Rights can be considered as a unilateral

sfer and will thus be included as a part of net foreign investment. See also footnote
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readily from official short-term capital transactions. We shall discuss these
matters more fully later in this chapter. Assume for now that all the private
short-term capital transactions are recorded in item 8.

This means that items 9 and 10 in Table 1.1 represent the “balancing” or

“settlement”’ items in the balance of payments. These items are applicable in a
system in which exchange rates are fixed by virtue of the nation’s monetary
authority standing ready to buy and sell foreign exchange i in order to keep
the exchange rate at some given level or within a specified range. These
official transactions may take the form of increases or decreases in short-
term capital assets or liabilities or an inflow or outflow of gold or other
international monetary reserves. The size of the balancing items can be
interpreted consequently as a measure of the foreign exchange authority’s

transactions undertaken to maintain exchange-rate stability. This suggests

that if we wish in this context to speak of the balance of payments being in
“equilibrium,” the sum of the balancing items should be equal to zero. There|
should, in other words, be no net movement of official short-term capital and)
of gold and other international reserves. This will be the case when the total
debits and credits in items 1-8, commonly referred to as the items “above the
line,” are equal. If the total debits and credits above the line are not equal
we can then speak of a positive or negative balance, or more commonly of
balance-of-payments surplus or deficit. This surplus or deficit will be reﬂected
“below the line” with opposite sign in the balancing items 9 and 10.5 Smce
the sum of these balancing items follows directly from the difference in totals
of items 1-8, it should be clear that the cause of a surplus or deficit cannot be
inferred directly from particular items above the line.

The transactions recorded in Table 1.1 are sometimes interpreted according
to whether they are “autonomous” or “accommodating” in character.
Transactions are considered autonomous insofaras they may be assumed to
have been undertaken in response to commercial incentives or political con-
siderations that are given independently of the state of the overall balance of
payments or of particular accounts. Thus, items 1-8 in Table 1.1 might be
treated as autonomous. Accommodating transactions arise accordingly out
of the need to fill the gap between total autonomous debits and credits. The
filling of the gap by a nation’s foreign exchange authority, as recorded in
items 9 and 10, can, therefore be consrdered as accommodatmg in nature.

: f l

6. If we were to assume a ﬂexrble rather than a fixed exchange-rate system, there would
not be any surplus or deficit in the balance of payments except perhaps in a transitional
sense. That is, the excess of credits over debits or vice versa would cause the exchange
rate to vary. This would bring about changes in items 1-8 until equality of receipts and

payments was attained.
Note also that we have assumed all transactions to be correctly recorded. Since in
actuality credits and debits may not be matched exactly because of reporting inadequacies,
there will be a need for an “errors and omissions” item above the line. This item may be

substantial especially in cases where short-term capital movements are imperfectly
nnnnn Aad
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! ! T
RISt ‘{ ‘ Schematic Balance of Payments
, i ( } : B 1 i I B _
g % ' i g Debits  Credits
; L || S
Current acerlrnnlt i 8 ' |
1. Merchandise | i ) (+)
- 2. Transportation i -) (+)
3. Tourist expenditures | ;- L =) (+)
4, Investment mcorn‘e‘r fees and royalties; other services (<) (+)
5. Mllltar)L and othe; govemment expendltures (-) (+)
Ii ';i Total, 1-5 [ TS
H | I ' i “
Unilateral transfers l ‘ a8 | “
6. Private remittances ' | iy I Bt -) +)
7 Govemment transfers [ [T « . (=) +)
Isl ‘is Riis 0 T?ml 1-7 () [
Pl 1
Capttal account [mcrease in ’a.vsets or reduction in liabilities -
8. Forexgn| mvestn'llent dlrect and portfolio () +)
§:§,| f‘ilj l o ! iTotal, 1-8* -) TS
Baiancmé rtems [mcrease in assets or reductton in liabilities ()] ’
9. Short-term oﬂicral capxtal movements |
10 Gold and otherimtematlonal reserve movements
‘| §jg;g;-w ;_1[[‘ TotalllO (=) equals (+)
Fl il BN
I s :l
“The dtft‘erence in totals (+)or (=) ofi 1tems 1-8 *‘above the line’* measures the balance-

payments surplus jor deficit which will be reflected in the balancing items recorded
slow the ll[ne" in 1tems 9and10. | || .
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Our d,rscbsshon of !tl’}e balance of payments has focused on the transactions
'orded for some glven ‘period in the past and the resultant deficit or surplus.
2 have thus been cons1dermg an ex post conception of what has been called

aetuaI” balance-of-payments deﬁcrt or surplus.” It is also possible to
nceive of the balance of payments’ ml an ex ante sense of transactions that
uld be carned out in glven market condmons The criterion of balance-of-
yments equxllbrmm in''this ex'ante sense is again no net movement of
>rt-term capltal and of gold and other international reserves, but the
ahﬁcatron must be added that this’ ethbrlum be sustainable for the given
irket perrod Thrs corresponds to what Machlup (1950) has called the
rarket” balance 'of payments L] [ !

SEOEEr | ‘ i
Thrs 1s the termmology used by Meade (1951 . 15).
.. According to: Machlup (1950; 1964, p. 70): “A dollar deficit in a country’s market
ance of payments may-be tentatively defined as an excess of dollar amounts effectively

nanded at the given exchange rate by would-be purchasers (who are not restricted by
riallv adanted ar dicecretionarv oavernment contral meaaires) aver the dollar amannte
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It is instructive to compare Machlup’s market balance with another ex
ante concept, the “true” or “potential” balance, which is identified with
Nurkse (1945) and Meade (1951). Both Nurkse and Meade posited that
equilibrium should be defined subject to two conditions: (1) given some
reference point in the past, the authorities have not imposed additional trade
or payments restrictions in order to reach equilibrium; and (2) equilibrium
is not attained unless there is a simultaneous attainment of full employment

_ without price inflation. What is noteworthy about these conditions, as

Johnson (1951) and Machlup (1950) have emphasized, is that they result in a
definition of equilibrium that depends on political value judgments concern-
ing the use of restrictions and the desirable level of employment. Prohibiting
the use of restrictions overlooks their possible welfare benefits under certain
circumstances and creates a perhaps unwarranted bias in favor of general
price adjustments as a means of restoring equilibrium. This latter “ideo-
logical” point applies also to the full-employment .condition, which as
Machlup (1950; 1964, p. 124) has noted, amounts to “infusing a political
philosophy or programme into the concept of equilibrium.”

This is not to say that value judgments have no place in economic analysis.
The point is that these judgments should not be used in defining analytical
concepts, but rather should furnish criteria in evaluating the workings of
particular measures of economic policy. The Nurkse-Meade equilibrium
concept might thus be more properly labelled as the ‘‘full-employment
balance.”® This would then make it a variant of what Machlup (1950; 1964,
p. 78) has called the “programme balance,” which reflects the desires of the
authorities to achieve certain specified national goals such as full employment
or some particular rate of economic growth.

The question of specifying balance-of-payments equilibrium subject to the
aforementioned conditions is not merely termmologlcal in nature. For once
it is granted that the authormes will carry our various policies to achieve
certain national goals,!® it may no longer be possible to retain the afore-
mentioned distinction between  autonomous and accommodating trans-
actions and therefore to talk unambiguously about a certain sized surplus or
deficit in the balance of payments. There is a continuous interaction between
transactions and changes in policies. Transactions may be undertaken as a
consequence of particular changes in policy at home and abroad. And by the
same token, changes in policy may be introduced in order to offset the effects
of particular transactions that may contribute to balance-of-payments

9. Cf. Machlup (1950; 1964, p. 126). To be more realistic, we might conceive of alterna-
tive full-employment balances subject to given tradeoffs between price inflation and
unemployment as embodied in a modified Phillips curve. See Smith (1970, pp. 366-68 and
381-83) for a treatment of the modified Phillips curve.
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:hsequlllbrlum. There 1L, in other words a shifting of cause and effect that
makes it dtﬂicult to dlstmgulsh autonomous from accommodating trans-
actions, and vice versa. The consequence is that full-employment balance-of-
payments ethbnum cannot be determined precisely in an ex ante sense.
There is no unamblguous way in an actual, ex post statement of the balance

of payments for any| glven time period to separate the autonomous from the .

1ccommodatmg 1tems. .It is possible, of course, to arrange the balance-of-

)ayments accounts in| a variety of manners for purposes of analysis. But it

I
thould remain clear that msofar as any arrangement hinges on imputing

ipecific motxvatlons}of an! autonomous or accommodating nature to par-
icular classes! of transactrons, it'is bound to involve some degree of
lrbltrarmesswj Hml'!‘ ! IR

In most countries ?great‘ lmportance 'has not been attached to different
yossible arrangements pf the balance of payments. in the United States,
1owever, and to a Iesser extent in the Umted Kingdom, these matters have
yrovoked extended dlscussxon and controversy. This has been the case
specially i 1n view! of the change in the U.S. balance-of-payments position
ifter 1958: and the specxal role that the dollar plays in financing world trade
ind in servmg asa reserve currency. We turn next, therefore, to the major
ssues mvolved in the vanous alternatlve measurements of the U.S. balance

)fpayment 1 ] -;' . ‘1
| !iu Eol

v!e Measurements of the U.S. Balance
||| of Payments

T

L
M'!? Ik |
"he schematxc Jbalance, of payments in;Table 1.1 was intentionally over-
xmphﬁed 1n order to focus attention on the differences in various concepts.
t would thus be ex ected that the actual balance of payments for a given
ountry, vyould normally contain a greater amount of detail particularly in
he caprtal account and in the balancmg items. Some flavor of such detail can
)¢ had from Table 1. 2 whxch indicates the three main groupings of accounts
hat. are presently (1?71) in use by the U.S.,!! and from the illustrative
ransactlons‘ recorded and summarized in the appendix to this chapter. The
ctual balances correspondmg to Table: 1 .2 are shown with minor modifica-
ion: for 1968—71 in Table 1.3. It is ev1dent in reading down these tables
hat the two balances differ accordmg to whether particular accounts are
laced below. or above the line. i
The balance on goods and services indicated in Table 1.3 is equal to net
Xports | m the U S. natlonal income and product accounts. It corresponds to
ems 1—5 in’ Table 1. I‘1 Thq balance on current account in Table 1.3 is equal
. | \§1w;u{j ol i |
11 See the Lou‘ro‘e of Tab‘lc 1 |2 ffor an e)lrte‘nded discussion of the merits and drawbacks
f the different groupxngs | i | i [ ; .

q
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‘ TABLE 1.2 ‘
Three Kinds of Summary Groupings of U.S. International Transactions

L Using concept of “balance on current account and long-term capital”
oods and services
" Remittances, pensions, and other transfers
" U.S. Government grants, capital flows, nonscheduled repayments of U.S. Government
assets, U.S. Government nonhqund liabilities to other than foreign official reserve
/ agencies P
—+Eong-term private capital flows, U.S, and forexgn ‘ L
Direct investments abroad and in the U.S. o
Foreign securities and U.S. securities other than Treasury issues
Other (bank and nonbank)

i

Balance on Current Account and Long-Term Capital - | | ]

II. Using concept of “net liquidity” ‘| . - : ; 4 b
Balance on current account and long-term capital
Nonliquid short-term private capital flows, U.S. and forexgn
Claims reported by U.S. banks and nonbanks
Liabilities reported by U.S. nonbanks
Allocation of Special Drawing Rxghts (SDR’s)
Errors and omissions, net

[ !“’

Net Liquidity Balance

III. Using concept of “official reserve transactxons” R
Net liquidity balance R RN &
Liquid private capital flows, net ! ' f
Liquid claims reported by U.S. banks and nonbanks
Liquid liabilities to foreign commercnal banks, mternatxonal and regxonal organiza-
tions, and other foreigners

- “ EEREIS ;':ll
. . R R R
Official Reserve Transactions Balance ' | f:f 71;!%“ ‘ [ g ' i
i P L : b

Financed by changes in: ‘ L
Nonliquid liabilities to forexgn oﬂicxal agencies reported by U S. Govemment and
U.S. banks ‘ ; '
Liquid liabilities to foreign official agencies | | | L
U.S. official reserve assets, net .
Gold, SDR’s, convertible currencies, and gold tranche posmon in IMF

SOURCE: Adapted from U.S. Department of Commerce Oﬂioe of Business Economics,
Survey of Current Business, 51 (June 1971), 30. ¢

to net foreign investment in the U S n‘ational‘incom‘e and product accounts.
It corresponds to items 1-7 in Table 1.1., i . |

The rationale of the “balance on current account and long-term capital”
is to distinguish those items above 'the line that are essentially more stable
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i TABILF. 1. 3I
U.S. Balance of Payments, 1968—71
(Bdlwns of Dollars) :

(Credits +; debits =) |y 068 1969 1970 1971

b
. Goods | 1111111 i} +0.6 407 +21 =29
. Services Pt | | +19 +13  +1.5 +3.6
Balance on yalod.f and servt‘ces' t ' +25 420 +36 +0.7
. Personal and USS. Govemxnentt gl —29 —29  -32 -35
Balance on current account" “ ! # l]p —04 -09 +04 28
.« US. Government capltal ﬂows, unscheduled :
repayments andlnonhquld llabnlmes e =22 =19 =20 —24
i Long-term prwate‘ eepltal ﬂows, U.S. and ; .
foreign | || | f ‘ i +12 -01 -15 -4l
Balance on|' “ long-term ! . '
 capital | i 1 L1 =13 -29 -30 -93
;. Nonliquid short-terrn ri ows,
U.S. and foreign ;1; 402 —06 -05 =25
I. Allocation of SDR’s || Pe— = +0.9 +0.7
. Errors and omissions ' ” -05 =26 -—11 -—109
Net liquidity balance || i Z16 —61 -39 =-220
nc

). Liquid pnvate claims. (1 rease in , assets. —)1 —0.6 +01 403 -1.1
. Liquid pnvate llabllltle (mcrease in llabll .
ities +) | 111 i\’ P +38  +87 -6.2 —-6.7
Official reserve transacuom' baldnce 1 : +16 +27 -98 -298

L
. Financed by changes m (mcrease in lxabll-
ities +; increase in’ assets -) L ' .

a. Nonlxquxd habllltles to. forelgn oﬁicml o
I T 423 —10 —-03 02

l - agencies | \“?;‘;_‘

b. Liquid habllmes :to t'orelgn ofﬁcnal . ‘
| agencies || ! \i; T T e 05 476 4276
I ¢ US.) oﬂicxal reserve assets 3 T -09 =12 425 +24

— —
: Equal to net exports of goods and services. in natxonal income and product accounts.
b Equal to net foreign inyestment in national income and product accounts. Corresponds
» balance on: current account and unilateral transfers (items 1-7) in Table I.1.
SOURCE: Same as‘Table’ 5 ‘Z‘and later issues. l: l
l“” J:llil\
1 it
ver time and' that evolVe regularly and predxctably from underlying com-

K
1ercial and pohtxcal consxderatlons 12 The items below the line are supposed,

1 contrast, to be mOﬁe volatile and trans1tory Separation of these latter

:ems has beer‘l ’flu‘rtkhe‘r ustrﬁed by Lary (1963 pp. 142-54), for example, on
‘ | P ‘w\ R

12. This balance on current account and long-term capital is practically the same as the

alance on “basic™: transacnons that was used in official U.S. balance-of-payments tables

PR T AN LS ALl TT L cimall thn ladn 1OLNA Tha mnin diffarancs
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the grounds that they are particularly sensitive to changes in monetary policy.
. However, as Johnson (1964, pp. 15-18) and Kindleberger (1969b, pp. 880-81)
| have noted, there are several difficulties with this arrangement. It is by no
. means clear that merchandise, services, unilateral transfers, and long-term

capital transactions are necessarily stable and slowly growing as compared,
say, to certain types of short-term capital movements designed to build up

i working balances. It may also be misleading to draw too fine a distinction

between long-term and short-term capital. The reason is that relatively large
flows of short-term capital may lurk in the direct- and portfolio-investment
totals, while short-term credits may in effect be long-term in nature if they
are repeatedly renewed. The special financial transactions on U.S. Govern-
ment account may, furthermore, be sporadlc rather than regular in occurrence.
Finally, it cannot be said ‘that the transactions above and below the line
respond “to :different sets of forces., Thus, many of the basic transactions
above the line will be highly sensitive to monetary policy especially when the
object is to influence domestic activity and the foreign balance.

i The “net liquidity balance” indicated in Table 1.3 is designed to measure
the change in the U.S. liquidity position, which is composed of the net
changes in’ liquid liabilities to private foreigners, nonliquid and liquid
liabilities to foreign official agencies, and U.S. official reserve assets. The

. point of this measure is to focus attention on the ability of the U.S. author-

ities to act in defense of the exchange value of the dollar. The liabilities in
question consist of the claims held in the U.S. by private and official foreigners
in the form of demand deposits, time deposits, money-market paper, and
U.S. Government short-term securities, bonds and notes. The official reserve
assets consist of the nation’s stock of monetary gold, Special Drawing Rights
(SDR’s),!3 convertible currencies, and the gold tranche posmon in the

International Monetary Fund TR

i
! 13. SDR’s are international reserve assets whose creation was authorized by amendment
to the Articles of Agreement of the International Monetary Fund (IMF). SDR’s are to be
allocated under this amendment to member countries in proportion to their IMF quotas.
Allocations of $3,414, $2,949, and $2,952 million were made on January 1, 1970, 1971, and
1972, respectively. The U.S. shares of these allocations were $867, $717, and $710 million.
The totals for subsequent years will be determined by Fund members in the light of world
liquidity needs. More will be said about this below.
. Since an SDR allocation adds to U.S. reserves (and to those of other participating
countries) and there is no corresponding increase in liabilities, both the net liquidity
balance and the official reserve transactions balance are favorably affected. U.S. holdings
of SDR’s can also change through purchases from or sales to other countries for balance-
of-payments purposes. The aforementioned balances will not be affected, however, since
the change in SDR holdings: will be exactly offset by the change in liquid liabilities to
foreign official agencies.
14. Drawings from the Fund can be made automatically for the country’s gold-tranche
position, which is normally equal to the member’s quota minus the Fund holding of its
currency. Further drawings are limited to amounts that will not cause the Fund holdings

Al iln mmcnhnwdn mrsmenman $4 Smaranca har mara than 7R narrant in anu 1 manth narind nar
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'The “net” hqmdrty balance is a definite improvement over the “gross”
liquidity baldnce that had Ibeen reported in the official U.S. balance-of-
payments ' accounts durmg. the 1950’s and 1960’s.'> The gross liquidity
balance drevT a somewhat artificial distinction between the transactions of
private U.S.! re51dents iwhich were recorded above the line, and those of
private forergners, which were recorded below the line. The rationale for this
procedure was' that the assets being accumulated abroad by private U.S.
residents wer‘e not readrly available to the U.S. authorities for use in protect-
ing the dollar in theyevent of a sudden increase in the foreign official demand
for gold caused by a large-scale 11qu1dat10n of foreign-owned dollar claims.
Whether or not the: U S. authorities were in fact powerless to effect such a
repatnatlon of U S. owned short-term assets abroad is an empirical question,
however. But ' more 1mportant the gross liquidity concept failed to take into
account the far greater threat that would be created if foreign-official dollar
claims were enlarged significantly as a result of an increase in the demand for
foreign assets by private U.S. residents who decided for some reason to
liquidate assets of all kinds held in the U.S. An additional drawback of the
gross hquldlty balanoe 'was in the handling of special financial transactions
that shifted funds' of fOrelgn official agencies from liquid to presumably
nonliquid categorles l lThls type of window dressing improved the gross
liquidity balance, bur worsened it; when the transaction was subsequently
reversed. | | | l“,:m ||l

However, : the net hquldrty balance is not without its problems. It will be
noted, first, that net errors and omrssrons are recorded above the line. To the
extent that this. represents unrecorded: outflows of U.S. short-term funds to
the Eurodollar market especrally,16 U.S. claims on foreigners will be under-
stated and the net hqmdxty deficit therefore overstated. A second drﬂiculty is
in drstmgurshmg liquid from nonliquid claims and liabilities. This is in part
a problem of mformatlon since adequate data are not available on all the
various forms in whrch the claims are held and particularly on the motiva-
tions—whether short- or long-term—of the holders of the claims. A sizable
part of the U S bank llabllmes to foreigners may also be nonllquld insofar as

against loans to forelgners Do

The balance on “official reserve transactions” recorded in Table 1.3 is
essentially the same as the balance on “official settlements” recommended in
the (Bernstem) report of the Review Committee for Balance of Payments

: S '
15. See Lederer (1963) for an'extended drscussron and defense of the gross liquidity
balance., ! - i:;
16. The. Eurodollar market which is centered primarily in London, is one in which
commercnal banks accept’ interest-bearing deposrts denominated in forergn currencres,

2o h ' e d sbhnn wnlacmd thnna FiicnAdn la tha Ancna A namma Athas cenanane Tae o
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Statistics (1965).!7 In contrast to the net liquidity balance, the balance on
‘official reserve transactions records below the line only the changes in U.S.
 liabilities to foreign official reserve agencies and changes in U.S. official
reserve assets. That this change in arrangements can yield strikingly different
results is evident in Table 1.3. Thus, in 1969, the net liquidity balance showed
a $6.1 billion deficit and the balance on official reserve transactions a $2.7
billion surplus. In 1970, the net liquidity deficit was $3.9 billion and the
“official reserve transactions deficit was $9.8 billion. The deﬁclts for 1971 were
1 $22.0 and $29.8 billion, respectively.'8 :

The purpose of the balance on official reserve transactlons, in the Review
Committee’s words (1965, pp. 109-10), is “‘to measure the gap between the
.normal supply of and demand for foreign exchange—a gap which the
monetary authorities here and abroad, must fill by adding to, or drawing
down, their reserve assets if exchange rates are to be held stable.... The
size of these transactions in international reserves provides the best available

: measure of the market intervention that has been necessary, of the gaps that

have had to be filled, and hence of payment disequilibrium,”
Cooper (1966, pp. 387-89) has pointed out two important difficulties with

 the concept of the balance on official reserve transactions. The first has to do

with whether the “normal supply of and demand for foreign exchange” can
be determined precisely. In recommending that U.S. liquid liabilities to

. private foreigners be recorded above the line, the assumption is that these
' balances are held exclusively to finance ordinary commercial transactions.

This may not be the case, however, insofar as changes in these balances may

! frequently be the result of responses by commercial banks to changes in
, policies designed by the U.S. and foreign monetary authorities to influence
- conditions domestically and in the foreign exchange market. Thus, for
! example, foreign central banks, by means of domestic interest-rate and
. forward-market exchange policies, can induce their commercial banks to

hold dollars the central banks themselves would otherwise have had to hold.

~ The balance on official reserve transactions can therefore be subjected to
. changes that are transitory rather than normal. The net liquidity balance
. would in contrast not be affected by these shufflings of U.S. claims.

The second difficulty noted by Cooper is that the balance on official

, reserve transactions may not be a reliable and exact measure of the foreign
- exchange “gaps that have had to be filled.” The reason is that the dis-
| equilibrium notion of gaps to be filled is ex ante in character and cannot
! therefore be observed. We have noted in our earlier discussion of autonomous

17. The main difference is that prepayments to the U.S. on government debt and advance
payments for future military sales are recorded above the line rather than below as
recommended in the Report. For a brief discussion of the issues involved in handling

nrenavmeante cas Cnnner (1086 n 1R
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and accom‘n‘lo]datmg transactlons that there is a continuous interaction
between changes in p011c1es and international transactions of all kinds. It is
therefore not possrble in the ex post sense to distinguish precisely settlement
items from other items inthe balance of payments. In other words, as Cooper
put it (1966 pi 389) “The gap to be filled’ is thus a variable one, depending
jon economic pol1cres at| home and abroad.”*’

It is ev1dent that theiconcepts of the net liquidity and official reserve
transactions balances have important drawbacks. These drawbacks stem
mainly from the fact that we are dcaling wrth variations merely in an account-
ing framework of ex post phenomena, whereas we would like ideally an
analytical framework that would correspond to ex ante theoretical con-
siderations. What it comes down to is that one should not use any particular
concept. blmdly 1Rather, an attempt should be made, with full realization of
the conceptual problems nnvolved to specify alternative foreign exchange
gaps as targets ‘for purposes of economic policy.

Thus, if 1t 1srbeheved that the balance on official reserve transactrons isa
reasonable| reﬂectxon of autonomous and policy factors, we might strive to
attain: a polrcy goal of 'a zero balance on official reserve transactions,?
subject to the attamrnentj oficertain other specxﬁed norms such as full employ-
ment wrthout mﬂatrop and, without mcreased restrictions on trade and
payments In prmcrple, at; | least the authorities would seek to evaluate
penod1cally the reallzatlon of their external and internal objectives and then
in this light/ to 1mplement changes in policies designed to accomplish their
objectives in a subsequent perlod This is not to say that the implementation
of proper polrcresw is| easy to achieve in actuality. Moreover, there may be
certain addmpnal complexrttes that ‘affect .polrcy making in the case of the
‘USmpartlcular:iM lu "”I!*

i These addltronal complexrttes arise from the special role played by the

dollar mternatmnallyrrn connectlon wrth the financing of world trade and in

the use of the dolla as la reserve currency, Thus, if we assume that foreign
!JT‘HHJ; ;‘!;;l :

19. One further difficulty. may be mentloned that has developed in connection with the
“recycling” of oﬂlcral dollar ‘holdings through the Eurodollar market and back to the U.S.
What this 1rfvolves is one central bank transferrmg funds to the Eurodollar market. These
funds are lent to a prlvate forergner who ‘converts them into domestic currency via a
second central bank, and ‘the second central bank places them back in a U.S. bank. The
official reserve transactlons balance will not be affected by this chain of events. But the
doliar holdings of the central banks combined will be greater, which could lead to increased
forelgn-exchange-market pressures See 1llustrat1ve transaction (14) in the appendix to this

chapter for the | case in point.| X Pl i

20. A sxmrlar goal of zero balance would .not be appropriate using the net liquidity
concept in view of .the 1mportant role that dollar holdings play in private international
financial transactions. That is, if private. foreign dollar holdings were not permitted to

expand by means of a net liquidity deficit, there would be a drain upon officially held

Lt - manilda ammnn~nanca Af a carinne deflatinnarv imnact.
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dollar holdings will continue to expand to serve both trade financing and
- reserve purposes, the desirability of a zero balance on official reserve trans-
“actions may be subject to question. It does not follow of course that the
liquidity balance should furnish the appropriate policy criterion. Rather
- what might be sought is a concept that would measure the provision to the
‘ rest of the world of dollar balances and monetary reserve assets by the U.S.
' in its capacity as a world banker and supplier of international reserve currency.
- We might call this concept the “net contribution to world liquidity. »22

- Shifting attention from the official reserve transactions and net liquidity
| balances to a different concept of this kind would clearly require important
changes in the way we think about the U.S. balance of payments. Up to this
pomt it has been assumed that all capital flows have a counterpart in the

' movement of real goods and services. This i ignores the substantial amount of
mternatlonal trade in financial claims. Trade in claims may have no real
counterpart It may be highly responsive nevertheless to international
. economic differences in cost and demand and in credit availability, which are
assomated with national caprtal markets of varying efficiency and breadth
. and with variations in taste with respect to hqurdxty and asset- portfolio
" balance.

|
| The point is that the U S. is at one and the same txme ‘a major source of

| international capital for the financing of trade and a financial intermediary

that provides facilities whereby money and financial claims of varying
maturity can be exchanged. Thus, when the U.S. is referred to as “lending
long” and “borrowing short,” there are both capital-market efficiency and
asset-portfolio factors involved. Once this is granted, conventional measures

| of balance-of-payments equilibrium can no longer be applied with clear

meamng This is especially the case since the criterion of equilibrium now
cannot be specified as a zero balance, but rather must reflect some net
contrlbutlon to world liquidity. The amount of this net contribution will be
determined by the interplay of the forces underlying the expansron stabrhty,
and pattern of international trade and financial transactions.?

| The major question that all of this raises is the extent to which the dollar
wrll continue to be used as an international reserve currency. If SDR’s or
some other new international reserve unit were completely to replace the
dollar and agreement were reached on planned expansion of world liquidity,
the proper goal of policy would be a balance- of-payments surplus as mea-
sured by the desired accretion of the country’s reserves that was consistent
" with the attainment of its internal policy goals. But suppose, as seems likely,
that SDR’s and the dollar are to exist side by side for official reserve purposes.
In such an event, if pressures were strongly exerted on the U.S. to reduce

| 22, The discussion in this and the succeedmg two. paragraphs draws ‘upon ideas that

RSN < A DR
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compensatir wance for the growth of other international reserves, the
resulting !squeeze on world hquldrty could have important deflationary

implications for. the world as a whole,
i it 1 ’ i‘! .i

i !
v ' ot ’U
sharply jor to ehm.,nate altogether 1ts ‘balance-of-payments deficit without
|

! \
We have focus 'dl on vanlous concep s of balance-of-payments equilibrium.
It was suggested that :an ex ante concept of balance-of-payments equilibrium
may not be easxly determmed because of the continuous interplay between
the 1mp1en1entahon ‘of economic p011c1es and the carrying out of international
transactlons of all ]krnds It may. therefore be difficult to distinguish satis-
factorlly ‘between‘ autonomous and laccommodatlug transactions and to
assume some grven ‘magmtude of balance of-payments disequilibrium for
purposes ‘of mamtammg exchange-rate stability. While recognizing the im-
portance ( of these ‘reservatlons, we shall proceed nevertheless in much of what
follows on'the asSum tion that the conventlonal distinction between auton-
omous and accommodatmg items can be maintained. This assumption will
serve convemently for many purposes and will be relaxed wherever relevant.

‘We alsp had occas1[on to discuss- brleﬂy in the context of the U.S. balance
of payments theI ssues mvolved in attemptmg to measure the balance on
current account and long-term capltal the net liquidity balance, and the
oﬂic1al reserve transactlons balance. The question was also raised as to
whether, in: ‘the hght of the special role of dollar balances in financing world
trade a ncl servmg as an oﬂiclal reserve currency, it might not be preferable to
use an altogether dlﬁ'erent concept that would focus on the net contnbutron
of the U.S. .toi v\(| ﬂ hqurdlty | il i

‘[M‘IH '“ . ll"

y, ppen ix: " IBal:;tnce-of’-Payments Accounting
FL i Pt
In' order to ‘clanfy, the nature of balance of-payments accounting and the
measurement of varlous balances, it may be useful to consider the illustrative
transactions for! the;U S. that are listed below. ! The debits and credits
correspor dmg to each transactron ‘have been entered with their identifying
number. in! parentheses in the appropriate balance-of-payments accounts
listed m ‘Table 1.A.1. The recording of debits and credits in the current
account and umlateral transfers should not create any particular difficulty.
It should be noted that in the capital account and balancing items increases
in assets are mdlcated by (—) and reductions by (+) while increases in
liabilities a‘re mjdrcated by (+) and' reductrons by (—). Since the balance-
B ERHIAH HISE R
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i

—Q-‘—.

|
|

Balance-of-Payments Concepts and Measurement 15
; | b : TABLE | lAl i t .
1’ iIIlustratwe Balance-of Payments Transacttons for the
? ! ; : | v i " Credits
| -) i 3 (+)
| I
R
~ A. Goods and services B
: Pt $500,000 (1)
1. Merchandise $425,000(2) 100,000 (8)
! 150,000 (10)
2. Shipping o i 43,000(3)
3. Tourist expendltures 3 30,000 (5) |
4. Banking and insurance 2,000(4) i -
5. Dividends and interest “ 75,000 (6)
1 : 500,000 ‘ .. 825000
B. Unilateral transfers | : | 0 T
6. Private remittances o 110,000(7) i
7. Government transfers i 100,000 (8) .« |
Total, 1 610,000 - . - 825,000
C. Capital account [increase in assets (—)]. ' .
8a. Long-term foreign investment | 200,00009) -
i 1 150,000(10) |
ARE ' . 825,000
2t |
8b. Allocation of SDR’s i 100,000 (15)
8c. Short-term capital movements - - ak
uU.S. ‘ 500,000(1) 10,000 (7)
private t l | ‘ 75,000 (6)
il SRR ;'100000(13) A
8d. Short-term capital movements: | | | i -1 425,000 (2)
foreign . 50000(11) |w 43,000 (3)
private 1 ‘ : 2,000 (4)
30,000 (5)
! 100,000 (13)
i 50,000 (14)
D. Balancing items [increase in assets (—)} .
9. Short-term capital movements: : | ;| i : : 200,000 (9)
foreign : L b i. 0 75,000 (12) | 50,000 (11)
official ‘ } 3 |l 50,000(14). 90,000 (16)
10. Gold and SDR movements RENES :g 100,000 (15) 75,000 (12)
' | 2N z 90,000 (16) ‘
l Total, 1-10 " | $2,000,000 $2,000,000

|
i
!
i

|
e
T
l

credits in the table must be equal.

.- . 1 ~

V. . |

o .

of-payments accounts are kept on a double-entry bas1s, the total debits and

The varlous balances discussed in Chapter 1 have been computed in Table
- Lald 2l ¢ha TTC ara
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l: wr ii e TABu:lAZ
i 1 i } o l‘/armus Il{ ‘ tratwe Balances m the U.S. Balance of Payments
T i TR :
| | [T ~ Thousands of Dollars
1. Merchandise |||l[| @ ||l |1l +325 |
2-5. Services E ‘ AR
A. Balance on goodr andservtces L +325
6-7. Unilateral transfers .  : ; g -110
H B. Balance on' current account P : +215
8a Long-term capxtal ;private ‘ i -350
C. Balance on current account and long-term capital —-135
8b. Allocation of SDR’s ' B : ; +100
D. Net liquidity balance. : -35
8c. Short-term capital: U.S. private | —665
8d. Short-term capital: foreign private| |, || + 600
E. Official reserve. transactions baI : 'e?; _ . —-100
9 Short-term caprtal \forergn official | ?5 . +215
10 Change;ngo]cls;ockand SDR’s | |\ || . - ~115
Dot : 11 i i
R i 1 REE i i i | | *
‘_M;Iyl\ !~= |

will worsen. This! balanoe w1ll be unchanged however if the official holdings
are recycled: back to the U.S. The allocation of SDR’s to the U.S. by the

IMF wrll 1mprove both balances, whereas sales and purchases of SDR’s by

forergn ’oﬂkicx‘al mstltu tlons will be oﬂ'settmg balancing items.
RRERE l ’ ! l ‘l
lLLUSTRATIVB TRANFACTIONS N

(1) A German manufacturer purchases $500,000 of electrical machinery
from an Amerxcan \manufacturer payment is made by creating a mark
deposit i m Frankfurq m favor of an American bank.

2) Amencan ﬁrms 'import $425,000 of bananas from Ecuador, paying
with’ dollar checks! on New York banks.

3) A frelght charge of $43,000 is mcurred by the American firms on the
precedmg unport of bananas; payment is made to a Panamanian shipping
line with dollar checks on New York banks. '

4 Ani msurance charge of $2,000 is incurred by the American firms on

il
the precedmg‘ xmport of bananas; payment is made to a British insurance

compan‘y wlth dollar checks on New. York banks.

5) Amerlcan tounsts travelmg in Italy spend $30,000. They obtain the
necessary Itahan llre by cashing travelers checks at Italian banks. These
banks, m turn, added these checks to their dollar balances in New York.

6) Amencan corporatrons receive $75,000 in dividends and interest from
their overseas mvestment in France. Payment is made by increasing franc
deposits of these corporatlons in Paris. -

)] Amencans contnbute $10,000 for the restoration of Italian art pay-

mant ic imada iy Aeaskrion Aasere loa Adamantin Latd fo T oo Lo _
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§(8) The U.S. Government donates $100,000 of wheat to India.

5(9) The Government of Belgium sells a $200,000 issue of 25-year bonds
in the New York capital market and adds the dollar proceeds to its official
forelgn exchange reserves held in New York banks. .

1(10) American corporations export $150,000 of machmery to expand their
branch operations in Japan.

1(11) German banks transfer $50,000 of deposits held in New York to the

1 German Central Bank in exchange for mark balances in Frankfurt.

/(12) The Bank of France purchases $75,000 of gold from the U.S.
Treasury, paying with a check on its dollar deposits held in New York.

1(13) American corporations transfer: $100,000 of deposits held in New
York to banks in the Eurodollar market in London.?

'(14) The Bank of Italy transfers $50,000 of its official reserve holdings in
New York banks to banks in the Eurodollar market in London.?

(15) The U.S. receives an allocation of $100, 000 in SDR’s from the IMF.

(16) The Japanese Central Bank mcreases its official dollar holdings in
New York by $90,000 in exchange for a like amount of SDR’s:

2. If these banks then arrange interbank transfers with other Eurobanks and/or lending

! takes place to private foreigners, the U.S. balance of payments will not be affected so long

- as these balances remain within the Eurodollar market and are not *‘repatriated” to the

. U.S. There will similarly be no effect on the U.S. balance of payments if U.S. banks borrow

; existing Eurodollars from their foreign branches or other Eurobanks, except perhaps for a

* transfer of U.S. liquid liabilities from one foreigner to another. This assumes again no

i repatriation of Eurodollar balances to the U.S. See Little (1969, pp. 18-21) for further
| details.

‘3. Suppose that the Eurobanks then loan these funds to a private foreigner, who in turn
converts them into domestic currency via his central bank, and the latter deposits them in
a New York bank. There will be no net effect on the official reserve transactions balance
since the transactions of the two central banks cancel each other. However, the dollar
holdings of the first central bank are unchanged and those of the second central bank
increased so that this recycling could concexvably increase the foreign exchange-market
pressures on the dollar. : .




